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I. SUMMARY 


Over the past several years, and especially since the beginning 
of 1987, Madagascar has begun to implement far-reaching changes 
in its long-standing socialist economic policies. These 
changes are taking place largely at the behest of the World 
Bank (WB) and the International Monetary Fund (IMF), which have 
endorsed liberalization of the economy as a means of reversing 
more than a decade of steadily declining living standards and 
chaotic external accounts. To date, economic reform measures 
have included the decontrol of the marketing of rice, the 
country's staple food (1986), and major devaluation of the 
Malagasy franc (1986 and 1987). Associated with these measures 
is the largest-ever WB-IMF credit for industrial and trade 
policy adjustment. 


Liberalization of rice marketing has already shown significant 
positive effects in terms of increased production and improved 
distribution. The favorable effects of recent major changes in 
economic policy (a liberalized foreign exchange regime, 
devaluation, etc.) have yet to become fully apparent. The 
success of economic reforms will depend not only on instituting 
specific policy reforms, but also on the extent to which the 
Malagasy Government is successful in lightening the weight of 
bureaucracy on the production of goods and services and 
encouraging the people to respond to market incentives. Among 
the problems facing the Malagasy people are a public 
infrastructure degraded by years of neglect, serious 
environmental destruction, and a rate of population growth 

(2.8 percent), which aggravates the other obstacles to the 
achievement of improved living standards. 


The past year has seen, on the bright side, promising signs in 
the development or expected development of minerals exports 
(chromite, and titanium) and a very strong performance in 
exports of frozen seafood. The well-being of Madagascar in 
decades to come will depend critically on the promotion of such 
hard-currency-earning activities. 
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II. BACKGROUND 


Madagascar is an island in the Indian Ocean off the East 
African coast, some 300 miles from Mozambique. It is the 
fourth largest island in the world (225,000 square miles), 
larger than France and nearly the size of Texas. Its 
population density, about 50 per square mile, is roughly equal 
to that of the United States. 


Madagascar's widely varying climatic and soil conditions permit 
a diversity of agriculture. Some 88 percent of the Malagasy 
work force is involved in the agricultural sector, which 
accounts for some 40 percent of GDP and 80 percent of export 
earnings. The staple food is rice, a great deal of which is 
produced by labor-intensive, traditional methods not unlike 
those of Southeast Asia. At 275 pounds annually, the Malagasy 
are among the world's largest per-capita consumers of rice. 
Major agricultural exports include coffee (45 percent of 
receipts), sugar, vanilla, cloves, green peppercorns, and 
ilang-ilang. 


The country is moderately rich in several minerals and in heavy 
oil and tar sand deposits. A major problem in the development 
of these resources to the benefit of national economic 
development is the high transportation and handling costs 
imposed by the nation's underdeveloped and poorly maintained 
transportation systems. It is hoped that major rehabilitation 
projects now planned or underway on the country's ports, 
railroads, and roads will soon begin to alleviate this 
Situation. An ilmenite (titanium) mining project on the 
southeast coast, undertaken by a Canadian company, has shown 
encouraging results to date. In addition, a U.S.-funded 
feasibility study may lead to increased exports of chromite. 
Development of coal resources has been hampered by 
transportation costs, and petroleum prospecting has yet to 
produce results. The nation's greatest and least-developed 
natural resource probably is its huge hydroelectric potential. 
Other exploitable resources are mica, quartz (some utilized for 
fiber-optic cable), precious and semiprecious stones, and 
graphite. 


III. CURRENT ECONOMIC SITUATION AND TRENDS 


The Malagasy Economy in the 1980s. Recent economic reform 
measures have been implemented against a background of 


long-term stagnation or even deterioration in both the 
agricultural and industrial sectors. The inability of an 
88-percent agricultural population to feed itself has resulted 
from such factors as shortages of fertilizer and other critical 
inputs; the increase of the population at a faster rate 
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than that of agricultural output, environmental deterioration, 
and above all the heavy hand of state intervention in pricing 
and marketing operations. In industry, major problems have 
resulted from the flight of skilled expatriate personnel in the 
1970s; serious shortcomings in management and organizations; 
unreliable supplies of imported raw materials and especially of 
spare parts; and, as in agriculture, bureaucratic 

interference. As noted previously, both agriculture and the 
small industrial sector suffer as well from the deteriorated 
state of the public infrastructure. 


Debt. Madagascar's very large (nearly $300 per capita) public 
debt, amounting to nearly $3 billion in 1986, will continue to 
constitute a major national economic obstacle for the 
foreseeable future. Although major rescheduling agreements 
have been made over the past several years, reducing debt 
service from 95 percent,.to 51 percent of export receipts, this 
latter figure still constitutes a heavy load on an impoverished 
country. Unfortunately, large long-term obligations were 
incurred in the large-scale public sector investment programs 
of the late 1970s for capital projects which appear unlikely 
ever to become profitable or which in fact have never produced 
any Saleable output. It is hoped that the encouragement of 
private enterprise will ameliorate this situation. 


Reform Through Austerity. The 1987 budget shows a continuation 
of the program of austerity in place since 1982. Between 1981 
and 1986, government spending declined from 30 to 19 percent of 
GDP and the budget deficit from 15 to 4 percent of GDP. The 
financial organization of the Malagasy government remains a 
source of concern to outside observers. In particular, concern 
is focused on the fact that export duties constitute some 30 
percent of government revenues. This is not a situation 
encouraging to the development of exports, which will be 
essential to the nation's well-being. At the same time, the 
difficulties of collecting other forms of taxation are 
considerable. 


Monetary Policy. Controls on money supply restrained monetary 
growth from 21 percent in 1980 to 13 percent in 1985. The 
inflation rate behaved similarly, declining from 30 percent to 
10 percent. Recent devaluations, however, have reversed this 
trend: in 1986, inflation increased to a 14 percent annual 
rate and monetary growth to 24 percent. The effect of a major 
(58 percent) devaluation of the Malagasy franc, from 850 FMG to 
1,350 FMG per U.S. dollar will likely result in inflation of 
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over 35 percent in 1987. The Government hopes that its 
"buffer-stock" program for rice supplies, largely financed by 
the United States and supplemented by commercial rice imports, 
will help to contain political unrest, which, if unchecked, 
might threaten the continuation of the national program of 
economic reform. 


IV. ECONOMIC RECOVERY EFFORTS 


In broad terms ongoing economic reform programs, instituted 
largely at the urging of the World Bank and IMF, aim to reduce 
the rigidity of the Malagasy economy, which underwent 
large-scale nationalizations and the imposition of heavy 
government controls on virtually all forms of. economic activity 
during the 1970s. 


In the agricultural sector, the WB/IMF sectoral adjustment 
program intends to increase rice production, to increase 
exports of both traditional and nontraditional crops, and to 
insure reliable supplies of raw materials (e.g., cotton) to 
domestic industry. These reforms are supported by major 
credits provided by international organizations and, in several 
cases, by Western governments including the United States. 
Agriculture also will benefit by large-scale International 
Development Association rehabilitation projects affecting 
ports, roads, irrigation, forestry, livestock management, 
railroads, and improved management of state-owned agricultural 
enterprises. The United States directly supports several 
agricultural improvement programs. 


Of critical importance to the success of current reforms and to 
Madagascar's long-term economic prospects will be the degree of 
success in actually changing entrenched institutional modes of 
behavior, particularly the reversal of the universal tendency 
towards state interference and burdensome "red tape" in the 
day-to-day operations of enterprises. The World Bank and other 
major sources of financing have come to stress to an increasing 
degree that direct financial support to programs is an adjunct 
to, and not a substitute for, profound changes in policies 
which have produced depressing national economic performance 
for more than a decade. For example, Madagascar in 1986 
formulated a national investment code which aimed to increase 
the attractiveness of the country to foreign private 

investors. This was an encouraging sign. However, results to 
date have been disappointing. Most foreign private investment 
in recent years (e.g. in minerals projects) has taken the form 
of joint ventures with the Government; private investors still 
appear reluctant to risk their savings in an environment where 
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nationalizations dating to the mid-1970s remain uncompensated, 
where bureaucratic interference remains a serious obstacle to 
day-to-day operations, and above all where the Government 
appears unwilling to make the kinds of legal guarantees 
relating to the rights of private property which are taken for 
granted in all successful private-enterprise economies. Until 
concrete, and potentially politically contentious, assurances 
are offered to private investors, private enterprise is 
unlikely to produce in Madagascar the kind of spectacular 
growth witnessed in many other Third World nations in recent 
decades. 


It should be noted in this regard that in several instances 
where the Government has sent unambiguous signals to private 
entrepreneurs, such as the complete decontrol of rice marketing 
in 1986, results have been quite encouraging. Successes of 
this kind should encourage similar risk-taking in the future. 
The very serious problem for Madagascar of, for example, low 
market prices for many of its export products must not be 
allowed to obscure the negative effects of government 

policies. For example, there is little question that exports 
such as coffee and vanilla have suffered in the face of 
government efforts to obtain revenues through the 
monopolization of marketing and payment of artificially low 
prices to cultivators. This pattern, practiced throughout 
Africa, has in many cases removed both the financial incentive 
and the imported inputs to maintain investments in agricultural 
export operations. 


Not only the future of agricultural and forestry potential but 
also the ecology of Madagascar will depend in large degree on 
the success of the Malagasy Government in effecting the 
conservation of the nation's rapidly deteriorating natural 
environment. Ecologically fragile and unique Madagascar, 90 
percent of whose plant and animal species are found nowhere 
else, has in recent years undergone a degree of environmental 
degradation described several years ago by a foreign visitor as 
"national suicide." Unless greatly slowed, and soon, this 
degradation will soon wipe out, among other things, an 
irreplaceable stock of rare and potentially useful plants. 
Uncontrolled brush fires, unrestrained slash-and-burn 
cultivation, the heavy demand for firewood, and catastrophic 
soil erosion already have had major unfavorable effects on the 
potential of Malagasy agriculture and forestry and have begun 
to decrease the country's formidable hydroelectric potential. 
Much of this environmental degradation is directly attributable 
to the pressure of a rapidly growing population whose 
efficiency in utilizing natural resources has failed to 
increase in proportion to its numbers. There is little doubt 
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that, in blunt ecological terms, Madagascar's capacity to 
support human beings is decreasing as its population continues 
to increase. The magnitude of the all-important problem of 
environmental degradation undoubtedly will tax the nation's 
organizational, technical, and financial resources to the limit 
in coming years. 


V. IMPLICATIONS FOR THE UNITED STATES 


In light of Madagascar's serious problems in its external trade 
accounts, opportunities for U.S. businesses in coming years are 
likely to be in projects related to rehabilitation programs 
funded by multilateral and bilateral assistance programs and 
secondly in sectors which will generate self-supporting amounts 
of foreign exchange. In the latter case, particularly 
attractive to potential investors will be the recently 
instituted government policy which permits firms earning more 
than half their receipts in the export sector to retain direct 
control over significant amounts of foreign exchange. 


USAID activities in Madagascar emphasize the provision of 
in-kind assistance to food programs, as opposed to 
infrastructural construction which might potentially interest 
U.S. firms. On the other hand, extensive rehabilitation 
programs for Madagascar's ports, roads, railroads, and the like 
should provide attractive business opportunities. Ongoing 
programs which aim to bring about the privatization of 
state-operated enterprises also may provide interesting 
possibilities for private investors. In addition, the 
possibility of future grants by the U.S. Trade and Development 
Program (TDP) should offer U.S. firms an opportunity to 
establish business and professional contacts in Madagascar. 
Two U.S. firms, Harza Engineering Co. of Chicago and Fluor 
Daniel (Mining and Metals Division) of Redwood City, 
California, currently are engaged in TDP-funded feasibility 
studies whose results may offer further opportunities to U.S. 
business. 


A particularly attractive area for U.S. companies in coming 
years may lie in joint ventures in the minerals sector. 
Madagascar's government is actively pursuing the creation of 
joint ventures with Western investors, largely in such areas as 
quartz, precious stones, chromite mining, and possibly 
ferrochrome production. Most such activities are under the 
jurisdiction of the National Military Office for the Strategic 
Industries (OMNIS), an agency directly responsible to the 
Presidency and which has substantial powers to grant favorable 
terms to interested investors. 
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Another area worthy of interest on the part of U.S. firms is 
the furnishing of relatively small-scale equipment used in 
basic economic development activities. Examples would be small 
sawmills, brick presses, small rock crushers, and the like. 

The extensive experience of U.S. firms in the mechanization of 
rural life could be put to very productive use in Madagascar. 


American companies seeking to do business in Madagascar should 
keep in mind the importance of making available French-speaking 
personnel and French-language promotional literature. While 
English is widely spoken among members of Madagascar's 
technical and professional community, there is no doubt that 
firms which do not adapt themselves to the fact that French 
remains the country's commercial language will find themselves 
at a significant competitive disadvantage. 


U.S. exports to Madagascar are expected to rise slightly in 
1987, to $26 million from $25.2 million. It is anticipated 
that the unfavorable effects of currency devaluation on U.S. 
exports to Madagascar will be largely offset by the large 
assistance credits the country will receive. Major U.S. 
exports to Madagascar, as in past years, will be rice, heavy 
construction equipment, and various other agricultural products 
and industrial equipment. The U.S. share of Malagasy exports 
is expected to fall slightly, from 19.7 to 18.1 percent. The 
share of the United States in Madagascar's imports is expected 
to rise from 5.7 to 6.9 percent, still below the 1985 figure of 
7.9 percent. France remains far and away Madagascar's largest 
trading partner. In second place are the United States (second 
largest importer of Malagasy products) and the Soviet Union 
(second largest supplier of imports, largely in the form of 
crude oil). 
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